by the presence of a high degree of mutual trust between participants within the regulatory regime. Principles may be necessary for PBR to be working in some form, but they are by no means sufficient.
14 If PBR in its full form (explained subsequently) is to be effective, there needs to be close engagement between regulator and regulatee based on mutual trust; firms need to be concerned to go beyond minimal compliance with the regulatory requirements; outcomes and goals have to be clearly communicated by the regulator, the enforcement regime has to be predictable, and, most relevant for the United States, the culture of litigation needs to be restrained. 15 However, it is possible, and indeed likely, that even if these institutional pre-conditions are met, that PBR lives up to the expectations of both its detractors and its supporters, but in different parts of the regulatory regime. The benefits and drawbacks of PBR are not a zero-sum game; they may be simultaneously realized in different parts of the regulatory regime. This is partly because how one experiences PBR depends in part on where one sits in the regime: in compliance, in senior management, in the regulator, as an investor. But it is also, and perhaps more fundamentally, because there are a number of paradoxes of PBR. These paradoxes may be embedded within it; or they may come from the broader institutional context in which the PBR may be situated.
This article identifies seven key paradoxes of PBR in its various forms. These paradoxes relate in part to the nature of principles, and in part to the way that PBR is put into practice by regulators, regulated firms and others. The first, interpretive paradox is that although principles may facilitate communication of the regulatory objectives and responsibilities of firms more clearly for some, they can also impede communication for others, particularly lawyers. The second, communicative paradox is that although principles can facilitate communication by expressing the purpose of the rule they can hinder communication for a number of reasons. The third paradox concerns compliance. It is that although PBR can provide flexibility to firms, allowing them to innovate in the ways that they comply, in practice a lack of certainty as to what enforcers will accept as compliance can lead firms to adopt quite conservative behaviour. 16 The fourth paradox concerns supervision and enforcement. Although principles can provide flexibility to regulators in the way that they monitor and enforce the regulatory requirements, and can save them from their own lack of foresight in the way detailed rules cannot, regulators too can in practice develop quite conservative interpretations and practices, particularly where there is little political support for tough enforcement action. The fifth paradox relates to internal management. It is that although PBR in its substantive form relies in part on internal compliance systems and can give them scope for expansion and innovation, it can also overload them. Compliance systems can be empowered under PBR, but only if they are strong already. Research suggests that compliance systems are the least developed aspect of financial institutions' internal systems and controls, and are not necessarily in a position to fill the role that PBR gives them. The sixth, ethical paradox is that although PBR can facilitate the development of an ethical compliance culture, it also requires firms to take a risk-based approach to compliance which can stultify the development of such a culture. The final, ultimate paradox relates to trust. PBR can lead to the development of the type of relationship invoked by the Utopian vision, of responsibility, mutuality and trust, but these are the very elements of the regulatory relationships that have to be present for it to operate at all.
Exploring the complexities of PBR through these paradoxes, it is suggested, can help move the debate beyond that of setting out PBR's advantages and disadvantages. Not only have the pros and cons of PBR been well aired, but also there is a tendency to see them in too stark terms: PBR as either one or the other, whereas in practice it may be both at the same time. Moreover, drawing out the paradoxes of PBR illustrates the complexities of PBR. Some of these paradoxes can be enhanced or mitigated by the institutional context; others are an inherent feature which those who advocate or work in a PBR regime need to recognize in order either to exploit the tensions that are created, where this is positive, or to minimize them.
However, before we can explore the paradoxes, we need to be clear what we mean by PBR. PBR is a complex form of regulation and it takes different forms in different contexts, countries and regulatory domains (tax, securities, accounting, health). The article identifies four forms of PBR: formal PBR, substantive PBR, full PBR and polycentric PBR. PBR can be formal, in the sense that there are principles in the rule books (including legislation, codes of practice and so on) but it may not be substantive. In contrast, a regime may have some of the operational characteristics of a PBR regime, but not have principles in the rule books. Where it is both, it is described as full PBR. Polycentric PBR is full PBR with the additional element that it is characterized by the enrolment of others, beyond regulators and firms, in the elaboration of the meaning and application of principles. The paradoxes can relate to the formal and/or the substantive element; and polycentricity can introduce a further set of paradoxes. These labels are not intended to have normative overtones; they are simply useful shorthand descriptions.
The particular context in which these issues will be discussed is the UK FSA's recent move to a 'more principles-based approach' to regulation. The FSA is not the only financial regulator to emphasize the role of principles in its regulatory regime. Despite the common perception of US securities regulation as rule-bound, the Commodities and Futures Trading Commission has long operated a principles-based approach, and indeed one of the grounds of its resistance to the US Treasury's proposal that it be merged with the SEC was that it would have to sacrifice this at the altar of the SEC's rule-based approach. 17 In Canada, the British Columbia Securities Commission (BCSC) had re-written its securities law into plain language, using a principles-based approach, in 2004 . 18 The Bill received Royal Assent but has never been brought into force, 17 Blueprint (n 15) 11. 18 Bill 38, 5th Session, 37th Parl., Nos 72 and 73.
pending the outcome of the endless debates on the reform of Canada's system of securities regulation. 19 Notwithstanding this setback, the BCSC has changed its approach to implementation-delivering principles-based regulation but without the principles. Thus, despite its prominence in recent debates, the FSA is by no means the only financial regulator which is regulating the 'principles-based way' and financial regulation is not the only area of regulation in which PBR is being debated. There are therefore risks in using it too heavily as an example of what PBR 'is'. In particular, there are certain peculiarities of the FSA regime which mean there are some issues of translation, as it were, to other regulatory regimes. Most relevant in this regard are the FSA's extensive enforcement powers and consequently the minimal role played by the courts in the enforcement process. 20 This is a key difference in the institutional context between the United Kingdom and the United States, where the courts are heavily engaged in the enforcement process both through public prosecutions and through class actions. 21 The FSA enforcement regime is also distinct from many other regulatory regimes in the United Kingdom, where prosecution in magistrates' courts has until very recently often been the only route to the imposition of a formal sanction for breach of a regulatory rule, notably in health and safety and environmental regulation. Nonetheless, despite its institutional peculiarities, the FSA's pursuit of PBR is potentially relevant for other regulatory regimes, albeit with that important caveat in mind.
Even in the FSA context, however, in talking about the 'move' to PBR we should not get too carried away. The rhetoric of PBR may be beguiling, but PBR does not necessarily mean the end of detailed rules. We are a long way from seeing blazing bonfires of rulebooks. Despite pruning back the rules on money laundering, training for wholesale firms and, to an extent, provisions on bundling and soft commissions and the revisions made in the new Conduct of Business rules, 22 the FSA Handbook still runs to several thousand pages.
Moreover, the extent to which it can dispense with many of its rules is increasingly constrained by EU law, where the idea of 'PBR' has still to take hold, despite Commissioner McCreevey's rhetoric. Nor should detailed rules be banished from principles-based regulatory regimes. There are strong arguments for saying that a tiered approach to rule design should be adopted-principles need an under-pinning of detailed rules in some areas-and detailed rules in turn need the support and coverage of principles to thwart strategies, which seek to exploit gaps and inconsistencies in those detailed provisions. 23 However, the shift in the FSA's approach to regulating which is occurring under the banner of PBR, particularly with respect to those firms engaged in the retail markets, is striking and marks a shift in approach which is as important as the FSA's move to risk-based regulation, two or three years earlier. 24 Indeed, before turning to the different forms of PBR and the seven paradoxes, it is worth asking first why PBR has moved onto centre stage recently: in short, why have PBR?
1. Why have PBR?
Regulation has been described as 'low politics'-the world of mundane technicalities far below the 'high' politics of international diplomacy or national party politics. 25 Yet regulation has recently taken political centre stage, not least as the credit crunch has exposed the contradictory demands of regulated firms and others for both less and more regulation, and the limits of governmental capacity to provide either, or at least not in the right places and in the right ways. So why is there currently such prominent political attention being paid to the design and operation of regulatory regimes in general, and a favouring of PBR in particular? In the current climate, the political attraction of PBR, it is suggested, lies in its rhetorical invocation of a Utopian world. In this regulatory Utopia, regulation is targeted and focused, and preferably harmonized across jurisdictions, regulated firms are given the flexibility they need to get on with running their businesses, and consequently regulatory outcomes are achieved with no undue cost to business. It is a world in which regulators have sufficient perspective on and understanding of the problems and issues that they confront to be selective and to identify the key issues on which regulation should focus, in which there is sufficient agreement on principles and purposes to be able to agree with firms a common framework, and in which regulated firms are given the flexibility and responsibility to develop their own systems for ensuring that the regulatory principles are adhered to, but in a way which means their businesses can operate efficiently and innovatively in a stable regulatory environment.
The rhetoric of PBR thus invokes, not deregulation, but a re-framing of the regulatory relationship from one of directing and controlling to one based on responsibility, mutuality and trust. Regulators and regulatees move from a directing relationship of telling and doing, to a relationship in which regulators communicate their goals and expectations clearly in principles and apply those principles predictably, regulatees adopt a self-reflective approach to the development of processes and practices to ensure that these goals are substantively met, and, critically, both trust each other to fulfil their side of this new regulatory bargain. The rhetorical invocation of such a world under the moniker of PBR is beguiling not only to policy makers and business, but to academics as well. The world invoked by the rhetoric of PBR is one which accords with the strategies of the 'new governance' 26 or 'decentred regulation'. 27 The decentred, or polycentric, analysis of regulation has three dimensions: organizational, conceptual and strategic. 28 Organizationally, it draws attention away from individual regulatory bodies, be they at the national or global level, and emphasizes instead the multitude of actors which constitute a regulatory regime in a particular domain. Conceptually, the decentring analysis has a particular understanding both of the nature of the regulatory problem and the nature of statesociety and intra-state and intra-society relationships. It emphasizes the existence and complexity of interactions and interdependencies between social actors, and between social actors and government in the process of regulation. It has a dialectical conception of the regulatory relationships, in which regulator and regulatee are at once autonomous of and dependent on each other. It also rejects the distinction between public and private: both state and non-state actors engage in the function of regulation, both separately and in different types of interrelationship, and indeed state actors may be regulated by non-state actors. 29 The third dimension is strategic or functional.
The hallmarks of the regulatory strategies which are engaged in decentred regulation are that they are hybrid: combining governmental and non-governmental actors; multifaceted: using a number of different strategies simultaneously or sequentially, and indirect: coordinating, steering, influencing and balancing interactions between actors and creating new patterns of interaction, which enable social actors to organize themselves. Decentred regulation thus engages the strategies of 'smart regulation' or 'new governance' which have been described in a wide range of writings on regulation, 30 though does not see these as the sole preserve of the state. PBR fits well with the 'smart' regulatory strategies or those of 'new governance' associated with the decentred analysis.
31 Principles provide the framework in which firms can organize their own processes to achieve the outcomes the regulator seeks; the regulator in turn depends on firms to adopt an attitude to the regulatory regime that is the one which aims to go beyond minimal compliance with the rules. PBR thus both relies on and reinforces the image of the self-observing, responsible organization which is a central feature of governance strategies. 32 Regulatory conversations as to the meaning and application of the rules take centre stage as their meaning and application is elaborated on in iterated communications between the regulator and the regulated.
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Rigid divisions of responsibility for producing rules between public and private actors are eschewed as third parties to the regulator-regulatee relationship, such as trade associations, are brought in to develop interpretations and guidance on their meaning. The strategy links with another key 'new governance' strategy, that of 'meta-regulation' or management-based regulation, in which regulators focus not on detailed compliance but on whether the firm's internal systems and processes can deliver the outcomes which the regulator seeks. 34 Principles impose outcomes to be achieved, not detailed processes for achieving them, thus allowing room for local or 'bottom up' elaboration and customization. They can thus help to overcome the problems of scale which all regulatory systems face: the move from the aggregate and the general, which is the level at which rules and principles operate, 35 to the local and the particular, which is the site of their application.
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In invoking this regulatory Utopia, PBR portrays a world, if not of harmony, then of trust, responsibility and mutuality in which conflicts of interests and contests of power are glossed over, if not completely omitted from view. This is a powerful vision with obvious political appeal for politicians, regulators and firms alike. In the less Utopian vision, of course, the argument is that PBR is simply a licence for backsliding; for allowing regulatees to do what they want with regulators' pandering not kept in check by detailed rules which they have to enforce.
The FSA itself puts forward cogent reasons for adopting PBR, which accord with the advantages of principles often noted in academic commentaries. It offers four main reasons for adopting a more principles-based approach. First, effectiveness: detailed rules, it argues, have been incapable of preventing misconduct in a range of areas, such as misselling of retail financial products. Second, durability: regulation that a focus on outcomes is more able to adapt to a rapidly changing market environment than one which is based on prescriptive rules. Third, accessibility: principles are far more accessible to senior management and smaller firms in particular other than a bewildering mass of detailed requirements. Fourth, fostering substantive compliance: a large volume of detailed provisions can divert attention towards adhering to the letter rather than the spirit of the rules, making it less likely that the FSA will achieve its regulatory objectives.
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The FSA itself may genuinely hold these reasons, but elsewhere, beyond the official rhetoric, there is also a clear sub-text to much of the political debate. In the US-UK context, and to an extent in the EU-UK context, PBR is intimately embroiled in a competition between regulators (and their governments) for business. There is no doubt that, at least at the rhetorical level, PBR is a weapon in the fierce battle for business between London and New York. 38 Against the plaudits of the McKinsey report and the US Treasury for the UK's approach should be set Roel Campos's criticisms that the London Stock Exchange's regulation of its junior market, AIM, was too lax and that AIM was like a 'casino'. 39 Although he subsequently argued that his words had been taken out of context, the barb clearly stung the Exchange, which offered a swift repost that Campos had misunderstood its principles-based approach. 40 The deployment of PBR to fight political battles is not confined to securities regulation. In the context of accounting regulation, Kershaw has argued that in the wake of Enron's collapse, it was in part the ability of the UK accounting regulators to portray their approach as 'principles-based' which saved them from the political fallout that hit accounting regulation in the United States. This was despite the fact that the relevant accounting provisions themselves in the United Kingdom and the United States were almost identical.
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Using PBR as a weapon in a wider battle for institutional position is not new. An often forgotten fact is that the FSA's 11 Principles for Business, now taken as one of the hallmarks of a PBR regime, were themselves rooted in the 10 Principles created by its predecessor, the Securities and Investments Board (SIB). These 10 principles were developed by SIB to mark out its institutional turf in a power battle with the selfregulatory organizations (SROs) in the pre-FSA regulatory regime. 42 When the initial regulatory regime was created under the 1986 Financial Services Act, the Act was deliberately vague as to which should be the dominant regulator, the SIB (named in the Act and in receipt of powers to recognize SRO) or the SROs themselves. SIB could recognize SROs but had no powers to direct them. for directly regulating firms themselves and the SRO's rulebooks had to provide 'equivalent' levels of protection to those provided by SIB's rules. However, the SIB could not require SROs to amend their rules post authorization; the only sanction was the nuclear option of derecognition. After lengthy battles as to the relative power, authority and roles of SIB and the SROs, the government agreed to amend the legislation to permit SIB to issue principles which were applicable to all authorized firms, and so which had to be recognized by the SROs. In addition, SIB was given powers to designate a number of its own rules as 'core rules', SIB rules which the SROs were required to incorporate into their own rulebooks. 43 The 10 principles which the SIB issued in 1992 were thus created only in part to achieve all the benefits of the Utopian vision; their primary motivation was to resolve SIB's institutional position and power with respect to the SROs.
So the Utopian vision can be a mask for a more gritty power battle. Yet, however unrealistic it may be for some, the Utopian vision is still attractive and strongly held by many. However, its realization is by no means simple. This is in part for the normal, pragmatic reasons relating to the imperfections of human and organisational behaviour and knowledge, the dangers of bureaucratic sclerosis in both firms and regulators, the tendency for regulators to, as Schauer puts it, 'round off' the hard corners of rules and 'sharpen' the soft edges of principles, 44 and the fickle nature of political sentiment. Particularly in times of crisis, the pendulum of political support can swing away from principles and in favour of detail and prescription, as the current tone of the debate on financial regulation post-Northern Rock illustrates. However, its realization is also problematic because of its paradoxical nature, explored further below.
Three forms of PBR
The political dimension to the debate obscures the different forms that PBR can take. The FSA's version of PBR contains three elements: a particular type of rule; a focus on outcomes; and a focus on senior management responsibility in ensuring these outcomes are achieved. 45 That is only one form of PBR, however. In order for us to be clear as to what we are talking about, we need to distinguish different forms of PBR. First, formal PBR-it is possible, analytically and in practice, for a regulatory regime to have principles as part of its written norms, but for other aspects of the FSA's version, for example, to be absent. Second, there is substantive PBR. In substantive PBR, the principles present in the rule books are put into practice in one or more particular ways. It is important to note that these practices may also operate in the absence of principles being present in the rule books, for example through the flexible implementation and enforcement of a highly detailed set of rules. In other words, it can be delivered in a regime of detailed rules but in which regulators do not 'go by the book', in Bardach and Kagan's memorable phrase. Where both exist then there is full PBR. Finally, PBR can also be characterized by the engagement of a range of actors other than the regulator or regulated firm to develop interpretations of the principles: networked or polycentric PBR. This could be, for example, through the development of guidance or codes of practice, which could be approved by the regulator (as in the FSA's system of confirmed guidance) or not; or through interactions with consultants and others who assist firms in developing systems to ensure compliance.
Formal PBR
At the formal level, PBR means the presence of general, broadly stated rules, or 'principles', to set the standards by which regulated firms must conduct business. 47 The term 'principles' can be used simply to refer to general rules, or also to suggest that these rules are higher in the implicit or explicit hierarchy of norms than more detailed rules: they express the fundamental obligations that all should observe. Principles are used in both these senses in the FSA context. The 11 Principles for Business are general rules, which set out the main obligations on firms, and are the provisions from which the other rules and guidance in the FSA Handbook flow. 48 The use of broadly stated standards, rather than reliance solely on more detailed and prescriptive rules, has been a feature of the regulatory regime for financial services since 1992. The FSA's Principles for Business have a number of characteristics: 49 they are drafted at a high level of generality; they contain terms which are qualitative not quantitative; they are purposive, expressing the reason behind the rule; and they are mainly behavioural standards, focusing on, for example, the 'integrity', 'skill care and diligence' and 'reasonable care' with which authorized firms or approved persons conduct and organize their businesses and the fairness with which they treat customers and manage conflicts of interest.
Similar examples of rule design can be seen in the Combined Code on Corporate Governance, the BCSC's Bill 38; the 'true and fair view' principle in accounting; in the Listing Rules and in the London Stock Exchange's rules for those admitted to its junior market, the Alternative Investment Market (AIM) and their nominated advisors (Nomads).
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It is, however, sometimes argued that there is no real difference between principles and rules. 51 In strictly legal terms this is true; and indeed some rules in the FSA Handbook are as general as some of the Principles for Business, for example the provision on suitability. But principles are not necessarily distinguished from other types of rules on the basis of their legal status. Cunningham also argues that even if rules can be distinguished from principles, this tells us little about the character of the regulatory regime. This is also true, 47 There is a vast literature on the distinction between rules and standards or principles-for review see Black (n 36); Ford (n 19). 48 It is worth noting that there are other broadly based rules in the FSA handbook, which have the same structure as principles, but have the status of rules, for example the provisions on suitability. and it is the reason for suggesting the distinction between different types of PBR. As the characterization presented here of 'formal' PBR indicates, the mere presence of principles does not mean that the modes of implementation and enforcement will take any particular form. 52 Further, it is also the case that the rules versus principles debate, particularly as played out in the context of judicial interpretation, is less a debate about the technical form and linguistic structure of written norms and more a political debate on the role of the judiciary. 53 In the regulatory context the debate on interpretation of principles and their 'uncertainity' is also often at base, a political debate on the proper role of the regulator. With these caveats in mind, it is nonetheless worth stepping back and analysing the different dimensions of rules to clarify just what distinguishes a principle from a detailed rule: in other words what characterizes PBR at the formal level. A rule, for example, any rule-legal or non-legal, issued by a regulator or formed within a firm-has a number of different dimensions. 54 These are first, its substance: what it concerns. Second, its status:
whether it is legally binding or not, and the sanction, if any, which attaches to its breach. Third, its character, whether it prohibits, permits, discourages or mandates certain behaviour. Fourth, its linguistic structure: whether the language which the rule uses is vague or precise, whether the rule is simple or complex in its requirements, whether its language is clear and easily understood, or opaque. These dimensions constitute decision points for anyone writing a rule or principle: what legal status should the rule have: binding, evidential, guidance only, or a safe harbour (status); should it seek to encourage behaviour or mandate it (character); should there be any consequences flowing from its breach, if so of what sort (sanction); should the rule use terms which are vague in that they are evaluative ('suitable', 'reasonable') or lack specification as to the manner in which an action is to be performed ('inform' or 'publish', act 'promptly'), or should compliance with it require the existence of a complex set of facts or criteria, or should the rule be a simple and precise 'bright line' rule, like a speed limit (eg notification to the regulator to be made 'within one working day') (structure).
Any combination of the different dimensions is possible, whatever the institutional context in which the rule is being formed (with the obvious exception that only certain rules will be recognized by the courts as having legal status). 55 It is the dimension of structure which is relevant in characterizing a norm as a principle. A rule's structure has The analysis proposed is one of rules, and thus is relevant wherever rules (defined as norms governing behaviour) are used, be that internally within organizations, as systems of private ordering in self-regulatory or other 'soft law' regulatory regimes either nationally or globally, or as public or statutory systems of regulation. The particular context of rule use which is being examined here, however, is that of a national system of regulation, and so the discussion of examples and implications will operate within that context. three elements: precision, complexity and clarity. Each of these elements is a spectrum: at one end the rule may be extremely precise (30 days), at the other end it may be very general (in a reasonable time). It may range from very simple (no entry) to highly complex (no admission for the following under the following circumstances). Varying the choices as to these elements of structure produces rules of three broad types: bright line rules, principles or detailed and complex rules. Table 1 above illustrates how these different types could be used hypothetically (and in approximate terms) to communicate the requirements with respect to timely execution.
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The Type 1 rule is a 'bright line' rule: it sets out a single criterion which has to be satisfied for the rule to apply, expressed as a quantitative measure. It is clear and straightforward to apply, but as is well recognized, can fail to achieve its purpose (fair treatment of customers) as there may be circumstances in which customers' interests would be better served by executing orders of under 10,000 securities over a longer period. It is easy to manipulate or 'creatively comply' with (orders could be aggregated to avoid the rule) and indeed the rule may be missing the point completely as volume amount is not necessarily a good measure on which to identify which customers are in need of this requirement of firms.
The Type 2 rule, the 'Principle', is quite different in nature. It expresses the aim of the rule and speaks to those who are in practice exercising control within the firm. It is focused on the substantive objective. However, whether or not it is certain depends on whether both regulated firms and the regulator agree on what constitutes 'paying due regard' and 'treating customers fairly'. Moreover, whilst it looks simple to apply (there is just one condition to meet), in practice a whole range of factors will have to be considered, which may make it as complex to apply as a Type 3 rule.
Type 3 is a detailed or complex rule. The list of conditions that have to be met for the rule to apply or be complied with can mean it has a higher congruence than a Type 1, bright line rule, but only if they are the appropriate criteria. It can thus potentially have the congruence of a principle but provide more certainty than a principle as it elaborates on what the conditions/factors are that have to be taken into account. That elaboration makes it complex to apply, however (more information is necessary, more factors have to be taken into account), and the creation of a list inevitably will leave gaps and again give scope for manipulation or creative compliance. Principles thus have the benefit of congruence: of communicating the regulatory objectives and promoting behaviour, which will achieve those objectives. Moreover, as far as regulators are concerned, they have the benefit of minimizing the scope for 'creative compliance'. Whether they are simple to apply depends on the number and type of factors to be considered in assessing their application.
But the third, most contested element of principles, the degree to which principles are clear or opaque and thus whether their application is certain or uncertain, cannot be read off the face of the rule. Rather that depends on the extent to which the rule is clear in practice to those who are reading it. Contrary to lawyers' dearly held beliefs, there is no necessary correlation between precision and certainty, or at least not after a certain point. The more precise the rules, the more complex they become; the greater the number of 'gaps' that are created, the greater the potential for internal inconsistencies in their application, and the more uncertain their application becomes in any particular circumstance. Certainty does not come from the structure of the rule or principle per se, but from the interpretation it receives. Whether a rule, principle, or any written norm is certain depends on the extent to which there is a shared understanding as to their meaning and application within and between regulator, regulated and any organization (regulatory decisions committee, court or tribunal) called upon to make a determination. 57 Developing that shared understanding can be facilitated by using fairly precise rules, but once rules become overly precise and complex, then it can be significantly hindered.
The presence of such fundamental trade-offs means that the optimal use of rules is to have rules of each different type, and to aim for achieving the benefits of compensatory effects between them. In other words, to have a tiered rule structure, with principles supported in particular instances by detailed rules. 58 However, simply in terms of defining PBR at the formal level, we can say that a regulatory regime is principle-based at the level of form if it contains norms which use simple, general terms and which express the reason for the rule, and if these norms are seen as expressing the fundamental obligations that all subject to them should observe.
Substantive PBR
As noted above, however, there can be more to PBR than just the presence of principles. The regulatory Utopia invoked by PBR is not one of a perfectly designed rulebook, but of 57 Black (n 33). 58 Black, 'Using Rules Effectively'; Braithwaite, 'A Theory of Legal Certainty'. a regulatory regime based on mutuality, trust and responsibility. The debate is not on issues of legal form for their own sake, but on the type of behaviour of both regulator and regulated firms that it is hoped that the use of principles will elicit. Contrary to the implicit assumptions behind much of the rhetoric of PBR, however, this behaviour does not automatically follow from the presence of principles. Kershaw's analysis of the relevant accounting provisions applying to Enron shows that both the US and the comparable UK requirements contained almost identical principles and rules. 59 What distinguishes the two systems is, amongst other things, not so much what their rules looked like, but how they are applied. It is this difference in implementation and application which marks out the substantive difference between the US and the UK regimes which politicians are increasingly commenting on. This is not to say that legal form is irrelevant. Principles are necessary for full PBR (formal plus substantive PBR) to exist. However, it is to argue that a regime can still have the substantive character associated with PBR without having principles. So what are the main elements of substantive PBR? Both the debates that are occurring and the approaches being used by regulators who are held up as 'doing' PBR suggest that there are five sets of regulatory practices, the presence of all or any of which can characterize substantive PBR. These are a particular mode of interpretation, a particular enforcement style, an orientation to outcomes, a reallocation of responsibilities for working out the practical application of the provisions and an explicit and developed reliance on management-based regulation.
The first characteristic is the approach taken to interpretation. In substantive PBR, the application of principles is characterized by three things. First, a dense network of 'regulatory conversations': dialogic, iterative and reflexive communications between regulator, regulatee and others as to the purpose and application of the principle. In other words, a series of repeated and reasoned interchanges, conversations, between the regulator and the regulated as to the meaning and application of the principles in particular circumstances. Second, responsibility for developing interpretations and applications is shared between regulator and regulatee, though each have somewhat different roles. Firms have to take responsibility for thinking through the application of the principle to specific circumstances; regulators have the responsibility to give clear guidance. Third, disputes over their application are resolved through purposive interpretations and consequentialist reasoning. The mode of interpretation adopted in substantive PBR, at least in the regulatory context, is thus at odds with the formal canons of traditional contractual interpretation, at least at common law, where interpretation has historically been formal, literal and non-consequentialist. 60 As will be suggested below, this difference in interpretive approach is probably one of the main reasons lawyers resist The second element of substantive PBR is enforcement. The nature of the enforcement regime is a critical element of PBR. Under PBR, firms are required to think through the application of the provisions to particular situations to a far greater degree than they are with respect to a detailed rule. There is thus a greater risk that they will make the wrong assessment, ie one with which the regulator does not agree. We can call this interpretive risk. They will seek to minimize this risk by calling for greater prescription from the regulator. In the absence of that prescription, the enforcement approach is critical. In a regime with a tough, punitive approach in which every infraction is met with a sanction, PBR will not survive. It will transform into a system of detailed requirements, as that is what firms will need. They will demand rules to provide them, and the regulator, with clear boundaries.
Here, the political aspects of the debate become relevant. Enforcement is a key part of the story being told as to the relative strengths and weaknesses of the US and UK regulatory regimes, at least in the context of securities regulation. Howell Jackson's work on the resources spent on enforcement in the United States and the United Kingdom show a striking disparity between the two countries, with the United States spending significantly more than the United Kingdom, allowing for the relative size of their markets. 62 These figures have in turn been used by Coffee to suggest that high levels of formal enforcement action produce an optimal level of regulation with respect to certain types of firms, measured by cost of equity capital.
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The debate taps into a long-standing debate in the regulatory literature between the 'deterrence' and 'compliance' models of enforcement: do you go hard after every infraction, or adopt a more negotiating stance. For those in favour of negotiative approaches, formal enforcement action provides clear evidence of enforcement styles, but it does not on its own provide evidence of compliance. Instead it can promote increased non-compliance as it raises the regulated firms' hostility to the regulatory regime as a whole. For those in favour of deterrence-based approaches, only tough, formal enforcement actions will ensure that calculating firms obey the rules; negotiated approaches lead to non-compliance persisting and offenders going unpunished. The conventional wisdom is that neither extreme is an effective approach to take; instead regulators should do both: first negotiate, then if the firm still does not deliver substantive compliance regulators should gradually move up the enforcement pyramid, applying sanctions of increasing severity until they do. mainly principles, or where there is a combination of the two. That said, different rule types make it easier for regulatory officials to deal with certain types of regulated firm, as Baldwin has pointed out. Those who know what they are meant to be doing and are generally inclined to do it (the well intentioned and well informed) are best dealt with using a negotiating strategy, which is easier to do using principles. In contrast, those who do not know what they are meant to be doing and even if they did would not be inclined to do it (the ill intentioned and ill informed) are best dealt with using a strategy that escalates quickly up the enforcement pyramid, for which bright line rules are more effective. A supervisor can simply tell them: just do this because that is what the rule says.
65
The point here is not what rule type is most effective for which type of regulated firm, though that is relevant, but the enforcement approach used. Substantive PBR requires a broadly 'responsive' mode of supervision and enforcement, in which negotiation as to the meaning, application and purpose of the rule plays a central role, and in a broadly responsive way in which the focus is on the outcome that is to be achieved. 66 However, whilst a 'responsive' approach to enforcement may be facilitated by rules of certain types, it is not contingent on them. So, in the area of enforcement there can be, at least in this sense, substantive PBR without the form. The BCSC provides a good example. As noted above, even though the BCSC has not been able to introduce principles, it has introduced the substantive aspect of PBR through changes to the manner in which it monitors and enforces its regulatory requirements.
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That is not to say that formal enforcement action is absent in PBR. Significantly, having initially said it would not use principles alone as a basis for enforcement action, the FSA has recently shifted to doing just that. A number of high-profile enforcement actions have been taken based on breach of a principle or principles alone. A good example is the action taken by the FSA against Citigroup with respect to a trading strategy adopted by five traders in its London office: the 'Dr Evil' trades. 68 The traders developed an electronic trading programme that would place sell orders simultaneously for a particular German government bond across a number of European markets. The strategy resulted in orders being sent for more bonds than existed, the closure of at least one market and the disruption of a number of markets for several days. They sold EUR12.9 billions of European government bonds within seconds, and then bought back EUR3.8 billions at lower prices, giving the bank a significant profit. Citigroup UK£4 million and required it to disgorge its profits of UK£9.96 million for breach of Principle 2, failing to conduct its business with due care and diligence, and Principle 3, failure to organize its affairs responsibly and effectively and to implement adequate risk management systems. 69 The episode showed one of the key advantages, for regulators, of principles: it saved them from the limited foresight of rule makers. This particular trading strategy had never been envisaged by the rule makers, or indeed anyone else in the market, and so there was no particular rule against it. Yet clearly some form of regulatory action was appropriate. The Principles for Business provided the FSA with the means to take this action, which had the rule book consisted only of particularized rules it would not have been able to take.
A third characteristic of substantive PBR is a focus on outcomes. Again, there is no analytical correlation between using rules of a particular type (principles) and outcomebased regulation. Targets are outcomes, and they can be extremely precisely defined, and as such as open to gaming and 'creative compliance' as detailed rules. Studies of how hospitals and other public service providers 'game' the performance targets set for them by central government illustrate this very clearly. 70 However, in substantive PBR outcomes are defined in qualitative and/or behavioural terms: for example to act 'with integrity', 'fairly', 'in the best interests of the client'. 71 It is hard to game purposive provisions of this nature.
It can also be difficult to understand what they mean in any one set of circumstances; however, the usual complaint is that PBR is too uncertain. But there are various strategies that can be used to provide certainty and to build 'interpretive communities' as to the meaning and application of the rule. Developing guidance is the most obvious strategy, but the FSA's Treating Customers Fairly (TCF) initiative is an alternative example of how this meaning can be built. In contrast to both the supporters and detractors of PBR who consider it to be 'light touch' regulation, the FSA's TCF initiative, which it holds up as a key example of PBR, is a long way from being a hallmark of unintrusive regulation. The TCF initiative is underpinned by Principle 6 which requires firms to treat customers fairly. There are six TCF goals:
Consumers can be confident that they are dealing with firms where the fair treatment of customers is central to the corporate culture. Products and services marketed and sold in the retail market are designed to meet the needs of identified consumer groups and are targeted accordingly. Consumers are provided with clear information and are kept appropriately informed before, during and after the point of sale. Where consumers receive advice, the advice is suitable and takes account of their circumstances. Consumers are provided with products that perform as firms have led them to expect, and the associated service is both of an acceptable standard and as they have been led to expect. Consumers do not face unreasonable post-sale barriers imposed by firms to change product, switch provider, submit a claim or make a complaint. The implementation of TCF has focused on providing firms with flexibility to devise their own systems for ensuring these goals are met. The FSA has published implementation reviews including case studies and examples of good and poor practices. 72 But the intensity with which it has reviewed firms' internal operations is significant. The whole product cycle has been investigated from cradle to sale and then to post-sale. Firms are required to demonstrate that at each stage of product development, marketing and sale the interests of the customer are of central concern. TCF is still in the throes of implementation and we have yet to see whether it has an impact on reducing mis-selling, or what enforcement action will follow from failure to achieve the FSA's outcomes. However, the point here is not its effectiveness, but its substantive nature: in this case the very close engagement of regulator and regulated firm in elaborating on the meaning and application of just one FSA principle using a supervisory strategy which goes well beyond that of more familiar supervision and inspection regimes.
The fourth characteristic of substantive PBR is that the responsibility for ensuring that the objectives of the principles are met is shifted, in part, from the regulator to the regulated. More general rules (principles) allow firms greater discretion as to what to do. With that discretion comes the need, and responsibility, for working out what they should do. Where the balance should be struck between firms thinking for themselves and the regulators providing guidance is endlessly contested, and each thinks the other should be doing more. Firms want more specific guidance; regulators think firms should work it out. Firms do not want to do the regulators' job for them; regulators do not want to become unpaid consultants. This tension in their relationship, as to what the regulatory compact entails, is not unique to PBR regimes. Regulators implementing detailed rules face the same tension, as the National Audit Office's (NAO) recent review of the five largest regulators in the UK illustrates. 73 But, PBR involves a significant shift in responsibility to firms, and requires a substantially different set of skills on the part of inspectors and compliance staff to engage in the negotiations and qualitative judgments that are entailed.
The final element which can characterise substantive PBR is a focus by the regulator on the firm's internal systems of management and controls-referred to in the regulatory literature as 'meta-regulation' or management-based regulation. 74 As with enforcement, meta-regulation can and does operate in systems where there are detailed rules. Given that any regulatory regime requires firms to internalize the regulatory requirements into their own systems and processes for it to be complied with, meta-regulation could be argued to be not so much a radical new strategy as regulators making a virtue out of a necessity, or at least recognizing that necessity. In management-based or meta-regulatory regimes, the regulator focuses its attention on ensuring that the firms' own internal rules, systems and processes are such that they will ensure compliance. As Power comments, internal management systems become the critical interface between regulatory and business values, and hence between society's and the organization's goals and operations. 75 Again the emphasis is on substance not form, under the substantive model. Regulators and firms should be focused on the outcomes those systems and processes deliver, not just on the form they take. Meta-regulation has its limitations, not least that firms' own processes will be geared towards the firms' own ends, notably the production of profit, and not the regulators' ends and the two do not always coincide. If they were the same, there would be no reason for firms to be regulated in the first place. Firms, and their legal advisors, may complain that they are being required to deliver on the regulator's wider social objectives, but that is the point of regulation, to ensure that firms do so deliver (at least under anything resembling a public interest model of regulation). However, the gap between the systems required by the firm for its own purposes and those required by the regulator may be significant, notwithstanding the perennial cry that compliance can be good for business, that reputation is critical and that firms lose their social licence to operate at their peril.
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Meta-regulation, like any regulatory strategy, has its limitations, but again the point being made here not necessarily the effectiveness of meta-regulation, but its presence as an element of substantive PBR.
So in short, substantive PBR has five characteristics, all or any of which may be present in the operation of the regulatory regime. These are a purposive approach to interpretation worked out through iterated regulatory conversations; a broadly 'responsive' approach to enforcement; a focus on outcomes; a greater requirement on firms to think through the application of the principles; and the adoption of metaregulatory techniques. With the possible exception of the shift in responsibilities, none of these regulatory practices which can characterize substantive PBR needs to be accompanied by formal PBR; ie principles do not have to be present in the rulebooks for them to operate, as the example of BCSC demonstrates, 77 though they can be facilitated by the presence of principles. On the other hand, formal PBR does not necessarily entail substantive PBR, as the example of the implementation of the US GAAP illustrates. 78 Where the two are combined, as to an extent in the FSA context, we can talk of full PBR. applications in particular circumstances. One example is the use of trade associations and others to produce guidance on the meaning and application of the principles. This is a strategy which the FSA has been using to an increasing degree. In the area of money laundering, it has reduced its rules to two pages, preferring to rely instead on the provisions of the Joint Money Laundering Steering Group (JMSLG). Reducing the amount of rules in the area of money laundering was worthwhile, but the equivalent of picking low-hanging fruit-the rules as they were mainly reiterated the provisions of either the statutory instruments or the JMSLG's guidance. There are other examples where the FSA has actively facilitated the production of guidance by requiring representatives from different parts of the industry to agree on the contested issue of soft commissions. As part of its PBR initiative, the FSA has also introduced a system of 'confirmed' guidance, whereby it will 'confirm' industry guidance on the application of the principles. The status of such guidance, the FSA has stated, is that it will act as a 'shield' not a 'sword'. In other words, conduct in accordance with the guidance can be used as a 'shield' against enforcement action (though it does not have the formal status of a safe harbour), but non-conformity with the guidance will not be used as a 'sword' by the FSA with which to impale firms. 79 However, there are other examples of polycentric PBR which rely on more than guidance; they include third parties as active interpreters, monitors and enforcers of rules. An example here is of the role played by Nomads in the regulation of the London Stock Exchange's junior market, the AIM. 80 Nomads, or 'nominated advisors', have to be appointed by any firm seeking admission to AIM, and significantly firms have to retain a Nomad during the course of their admission. The role of the Nomads is essentially to guide firms on the meaning and application of the AIM rules, which themselves often take the form of principles. Thus, they are to ensure that firms have 'appropriate' systems of corporate governance, for example. Those who participate in AIM, their regulators and advisors all talk of the 'AIM community', and it provides a good example of an interpretive community. Through numerous interactions between Nomads, advisors, firms and regulators, understandings as to appropriate standards of conduct and courses of action have developed over time. And like other interpretive communities, it is vulnerable to the introduction of outsiders who upset this homogeneity of implicit understandings. The intrusion requires the production of 'clarifications' to render explicit some of those implicit understandings, as it occurred in AIM's restatement of its rules in 2007. But the dense network of actors and interactions which supports PBR remains more or less intact. Finally, consultants and voluntarily appointed advisors, including legal advisors, can play a key role in shaping the form that PBR takes within organizations. They can play a critical role in elaborating on the meaning of the principles and in developing those internal systems and controls on which regulation relies. This example of the potential polycentricity of PBR is not one which is designed or officially sanctioned by the regulator. It can be vital, however, and is a role which is explored further below.
Paradoxes of PBR
Analysing the different forms of PBR is useful for clarifying the debate on PBR and providing some way through the rhetoric. However, in order to understand better the nature of PBR in its different forms, we need to move beyond the rather stale debate on its advantages and disadvantages, and recognize that PBR in its various forms contains certain paradoxes or self-contradictory elements. The presence of these paradoxes does not necessarily suggest that PBR should not be attempted; there are still strong arguments for full, and indeed polycentric, PBR. However, they illustrate the complexities involved in such an attempt, and thus exploring their nature can help move both the academic and policy debate on from both rhetorical flourishes and detailed lists of pros and cons. Here, seven key paradoxes are identified and briefly outlined.
Paradox 1: The interpretive paradox: principles can be general yet precise Principles, as explained above, are formally characterized by general, imprecise terms. This is meant to give flexibility. However, in practice principles can receive very specific interpretations. There can be benefits: certainty is produced through the development of an interpretive community which gives particular content and meaning to the principles. However, interpretive communities can fracture, and the regulatory regime may contain several interpretive communities, each with a different interpretation.
In particular, the interpretation which develops within the regulator may in practice be quite specific but not necessarily well understood. For example, the AIM rules do not specify the proportion of shares which should be made available on admission, but the LSE's rule of thumb is that at least 10 per cent of the share capital has to be made available to the public. 81 In AIM's case, the AIM community is aware of this interpretation, but where interpretive communities are not as strong, this may not be the case. The tendency for rules to become formalized in practice is well-observed, to the extent that a significant gap can grow between the written word and the bureaucratic interpretation it receives. Dan-Cohen talked of this in terms of the 'acoustic separation' of law. 82 Specific interpretations may develop for reasons of bureaucratic ease (it saves supervisors having to think every time what conduct they should allow, enables consistent application), or because the regulator has taken a clear policy decision, not communicated in the rules themselves, that this is the interpretation that should be given. Whichever the reason, the operation of this interpretative paradox means that PBR exists only at the formal level, and in practice can be almost indistinguishable in places from a regime characterized by detailed rules. In using relatively straightforward language in expressing the purpose of the rule, PBR can facilitate communication. Indeed that is often one of the rationales for its introduction-to communicate better to regulated firms what their responsibilities are under the regulatory regime, as noted with respect to the FSA above. 84 However, PBR can hinder communication in practice: a communicative paradox. In part, this can arise if there is a proliferation of guidance, and particularly if regulators are undisciplined in their provision of guidance. This lack of discipline is a significant issue with the FSA's own development of PBR, where elaboration on the scope and implementation of TCF, for example, comes in a plethora of speeches, policy documents and miscellaneous communication documents. This verbal outpouring by the FSA makes it hard for regulated firms to know just what the FSA is requiring of them, raises fears that they have 'missed something' in this miscellany of communications, and in turn produces uncertainty and an atmosphere of concern and trepidation, as every speech by an FSA official is poured over by compliance officials and their legal advisors for the slightest hint of changes to the FSA's approach. But there is a more fundamental source of the communicative paradox, which is that regulators and lawyers have a different interpretive schema, even though both are interpreting legal norms. The paradox arises because legal use of language is distinct from ordinary use of language, such that it requires training to understand it. 85 The extent of the difference is highlighted by formal linguistic analyses, which study the abstract rules that govern language use. 86 Such analyses draw attention to the particular lexicality of law (its use of words which are unique to it), the greater instance of mononyms (using words with only one accepted meaning), a high incidence of 'restricted connotations'(the deprivation of words of their ordinary language connotations when transformed into legal discourse), and the particular syntactical structures of legal documents including statutes, all of which serve to distance 'legalese' from the ordinary language on which it otherwise draws. 87 Law tries to cope with the problem of interpretation through what Goodrich terms the 'isolation of the code'. 88 Control over the interpretation of legal instruments lies normally in the preserve of lawyers and ultimately the courts and occurs in accordance with strict rules of interpretation. However, regulatory practices, understandings and reasoning can be very different from those of the legal interpretive community, even though the rules in question have legal status. Enforcement actions are taken in part with a view to 'making an example' of someone as part of a strategic use of enforcement action. Regulatory enforcement decisions are messages to the wider regulatory community; they are not just concerned with the disposal of a dispute between two parties. Regulators adopt a purposive, teleological and consequentialist mode of reasoning. Moreover, they do not necessarily consider themselves bound by precedent; rather each case may be decided on its merits.
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Each of these elements of regulatory reasoning and interpretation is an anathema to a lawyer. This is not to say they cannot engage in it: law firms have built lucrative businesses advising firms on how regulators will or will not respond in different situations. But it is rather that it is contrary to their training and one which some at least resist. In Luhmann's terms, the problem lawyers may have with regulatory interpretations of principles is principally that the 'programme' used by regulators for applying law is not one that they recognize 90 -hence, their heavy criticism of PBR and all who sail in her.
How many times do we hear it said in relation to the FSA's principles-based approach that managers like PBR; but lawyers and compliance do not. This resistance may be because PBR exposes lawyers and requires them to make judgments about what will constitute compliance (be lawful) and what will not. This vulnerability may lie at the root of some of the resistance, and may be exacerbated in particular organizational structures where heavy blame may be placed on those who turn out to have made the wrong call. But lawyers are frequently asked to advise on matters where the application of the law is uncertain; so why should uncertainty itself pose such an issue?
The answer, at least in part, it is suggested, is twofold. First, albeit at the risk of caricature, PBR introduces an uncertainty which is of a different nature to that lawyers encounter when considering how courts will interpret contractual terms. Lawyers are used to uncertainty, but the canons of legal interpretation are well understood. They do not eliminate uncertainty, but lawyers can hope to minimize it through their legal drafting. However, the regulatory interpretive approach is far less constrained by canons of interpretation built up over centuries and communicated through legal education and practice. As a result, for some participants at least, PBR does not facilitate communication but impedes it. However, the second reason lies less in the niceties of interpretive practices and more in the political acceptability of regulators. The debate on the uncertainty of principles, at least where the principles are being primarily enforced by a regulator, is at base often a political debate on the appropriate role of the regulator and/or any associated tribunal, rather on interpretive practices per se, just as, as noted above, the debates on practices of judicial interpretation are debates on the role of the judges. Paradox 3: The compliance paradox: principles provide scope for flexibility in compliance yet can lead to conservative and/or uniform behaviour by regulated firms Principles can provide flexibility for regulatees as to how they reach the outcome that is expressed by the principle. However, uncertainty as to the interpretation of principles that enforcers will adopt can result in firms adopting conservative behaviour, as if they were bound by detailed rules. This paradox is Schwarz's 'principles paradox': that the principles in practice operate in a manner akin to that prompted by detailed rules.
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Schwarz's examples are drawn from common law contexts, where the courts are the arbiters of interpretation, but there is no reason that the paradox is avoided if the principles are applied by regulators, indeed the second paradox of principles (the communicative paradox outlined above) suggests that it may be exacerbated.
In this third paradox, which we may term the compliance paradox, compliance may be either uniform or conservative or both. So although PBR provides flexibility in modes of compliance, in practice firms' systems may be quite homogenous. This may arise because the regulator only accepts certain practices as complying; or because firms treat guidance on practices as if it were detailed rules. But even where neither of these conditions obtain, close similarity can still arise, particularly where PBR is polycentric or networked. In polycentric PBR, the practices of different firms are diffused (anonymously) throughout the industry through consultants and advisors. In sociological terms, institutional isomorphism is transmitted and mediated through these actors. There is no doubt that TCF has brought considerable business for consultancy firms, ranging from Deloittes and PwC to smaller, industry specialists and training firms, and to law firms as well. Indeed there is anecdotal evidence that TCF has prompted an 'arms race' between financial institutions, each 'tooling up' with the latest, and most costly, compliance models that consultants can provide.
Although there is as yet no detailed research on the implementation of TCF within firms, it is reasonable to suggest that the role of consultants can be acting as a force for convergence on a set of broadly common practices. The fairly substantial consultancy industry which has grown up around the TCF initiative is characterized by a comparatively small group of consultants plying their wares to firms keen to develop systems that can demonstrate their TCF compliance. 93 As noted above, the effect of consultants in producing isomorphism-the development of similar systems and structures in a range of organizations-has been noted in different contexts by others. Power, for example, illustrates how the role of consultants in reconstructing the conceptual architecture of risk management and exploiting opportunities arising from the perceived need for change led to the development and diffusion of risk management 92 Shwarcz (n 16). 93 A quick internet search reveals a number of advertisements for 'practical user friendly guidance' on TCF; 'top tips'; services in which firms will externally verify a firm's TCF compliance and tailored MI systems to capture data on customer focus and communication on performance progress from firms such as Deloittes, PwC, Brunswick MCL Ltd, Frank Eve Consulting; and training on TCF from the IFS School of Finance.
practices in areas ranging from corporate governance to the definition and management of operational risk. 94 Consultants ensure easy diffusion of their models by abstracting from specific practices, framing management issues in process terms, which can then be aligned with the broader values being espoused, for example of corporate governance. 95 Power uses the example of COSO to show how consultants effectively adapted the riskbased model for internal controls proposed by COSO in 1991 and disseminated it to such a degree that it became the defining method for risk management in both private sector and public sector organizations. 96 In the regulatory context, Braithwaite and Drahos show how consultants act as 'model mercenaries', touting their wares to different regulators, who then either picked them up and used them unmodified (model misers) or in refined form (model mongers), resulting in a noticeably homogenized approach to defining and addressing regulatory problems. 97 The TCF process is providing a further example of how practices develop through the activities of consultants. Thus, it is not only through regulatory pronouncements and successive rounds of guidance that practices can become concretized but also through the homogenizing practices of consultants and advisors. Although the systems that consultants provide vary in their detail-each is after all trying to differentiate itself from the other-they are united in their fundamentals, for consultants also sell their products on the basis that their core elements are familiar. In this case they are united, as Power argues, by a combination of values of control, accountability and audit. Indeed, as he argues, it is in combining new solutions to deep seated fears with a conservation of deeper aspirations, values and world views that the purveyors of risk management practices ensure their dissemination.
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Paradox 4: The supervisory and enforcement paradox: principles need enforcement to give them credibility but over-enforcement can lead to their demise
The place of enforcement in a PBR regime was discussed above. If the enforcement regime is on the tough, punitive end of the spectrum, then PBR is likely to transform as firms seek the comfort of detailed rules. Principles can, however, provide significant flexibility for regulators in the way they monitor and enforce the regulatory regime. The TCF initiative is again an example of a substantial change in supervisory strategies which has been facilitated by principles (though it pre-dated the FSA's self-characterized move to its 'more principles-based approach'). The close engagement with firm's internal systems and processes which the FSA has adopted as part of the TCF initiative is a significant development of compliance and inspection strategies. The FSA is also leveraging its position as the holder of aggregate information of practices in a range of firms by disseminating examples of good and poor practices to help firms change their systems and benchmark themselves against industry norms.
99
However, although principles can facilitate this negotiated mode of compliance, in which meaning and application can be negotiated through iterated regulatory conversations, PBR is also commonly criticized for facilitating retrospective interpretations of the norms. In the pensions mis-selling scandal, for example, the SIB relied on the suitability and know-your-customer requirements (technically classified as rules in the SIB rule book but with the form of principles) to require firms to engage in the pensions review, notwithstanding that pensions had been mis-sold for years prior to the review without any regulatory action having been taken. 100 The SIB was accused of retrospectivity, but it had the will, and to an extent the political backing, to withstand those criticisms and order the review nevertheless. However in a different political climate, or with a different, less robust attitude amongst the regulators' senior management, regulators may be wary of taking enforcement action against firms' conduct, even if it could be interpreted as a breach of the principle. This is particularly likely where firms argue that enforcement action would be retrospective as the regulator had not mentioned any problems with their conduct before. The significance of political support for tough enforcement action stems from the moral ambiguity of much regulation. Regulation has long been described as the prohibition of conduct which is 'mala prohibita' not 'mala in se': wrong because it is prohibited, not wrong because it is inherently immoral or contrary to human rights. Hawkins has illustrated how this moral ambiguity can lead to regulators being reluctant to take formal enforcement action. 101 However, it should be emphasized that this reluctance is independent of the presence or absence of principles; the same has been said of regulators in other systems characterized by detailed rules, for example in Canadian securities regulation. 102 PBR will not of itself turn 'soft' regulators into hard enforcers, but neither will detailed rules. On the other hand regulators can 'toughen' their approach to enforcement and supervision independently of any changes in the rules or sanctions available. 103 However, regulators under a PBR system may be more prone to encounter what we may term the supervisory and enforcement paradox if there is little internal appetite or little external political support for strong enforcement action. 104 Principles have to be enforced to give the regime some credibility, particularly in the face of criticisms that they signify a 'weak' regulatory regime. However, tough enforcement has its drawbacks. Its effect on principles was noted above. But it can also raise hostility to the regulatory regime. This can be politically significant, irrespective of the effect it has on firms' behaviour. Parker, for example, argues that regulators can fall into a 'compliance trap' where tough enforcement action is contested by firms if regulators lack political support for the moral seriousness of the law they must enforce. In this circumstance, regulators prefer to avoid conflict by adopting a softer approach to enforcement. Parker's focus was on political support from the political institutions of the legislature and executive, but it is suggested that other sources of support can also be relevant-notably from the media and from senior management and board members within the regulatory organization itself. PBR is vulnerable to tough enforcement, but may also be particularly susceptible to the compliance trap. Principles, as noted, are open to a range of interpretations; in negotiating compliance with a principle, even more so than with a detailed rule, the regulator has to rely on the firm according to it an interpretive authority to determine the final meaning of the rule (even if in formal terms this authority may lie elsewhere, for example with the courts). In other words, the regulator has to rely on the firm accepting that what the regulator says goes. Firms, as we know, may contest this. For this reason, detailed rules have been found to be used more effectively than Principles to persuade recalcitrant or sceptical firms to comply. 105 The conversation between official and firm is then not 'but this is what we (the regulator) think ''a safe system of work'' requires' but 'the rule says your fire doors have to be this size'. The scope for debate is clearly quite different; as is the relative certainty of the outcome of any enforcement action. The enforcement paradox is thus that taking enforcement action on the basis of breach of the principles is necessary to maintain the credibility of the regime and to gain the benefits of principles, from the regulators' and potentially broader stakeholders' viewpoint, but enforcement may be under or over-provided. Enforcement action may be compromised if the regulator lacks political support needed to impose sanctions for a breach of a principle. On the other hand, a highly punitive enforcement regime is likely to result in the transformation of PBR into a system of detailed rules.
Paradox 5: The internal management paradox: PBR can provide flexibility for internal control systems to develop but can overload them Just as different types of rules can help or hinder the supervision and compliance activities of regulators, they can help or hinder the activities of compliance officers and others charged with compliance functions, including 'gatekeepers' such as auditors and legal advisors. Detailed, precise rules can help discourage non-compliant behaviour; they can help regulation compliance officers and gatekeepers say 'no' to firms, at least when the opportunities for creative compliance are not available or clients are unaware of the precise rules. 106 Detailed rules can potentially be used more effectively than principles to persuade recalcitrant or sceptical firms (or internal management) that they should change their behaviour. Detailed rules can thus empower supervisors, and indeed internal compliance officers, in certain circumstances, whereas principles will not, as debates can always be had about their interpretation.
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Again, the issue of weak internal compliance cannot be itself resolved by the use of detailed rules. Having detailed rules does not mean that internal compliance is more effective; indeed the extensive studies which have been done of internal compliance find the form of the rules within the regulatory regime irrelevant to the development of effective internal compliance systems. 108 So, whether there are principles or detailed rules does not in itself mean internal compliance will be strong or weak. However, PBR puts a different type of strain on compliance systems than a system of detailed rules. One consequence of moving to a more principles-based approach is that compliance is called upon to make more judgments as to what has to be done in order to comply. This has been increasingly well recognized by the FSA. In its April 2007 paper, the FSA emphasized the changing role for compliance that the move to PBR entailed. 109 The compliance function becomes central, and requires a different mind set and skill set from that required to ensure compliance with detailed rules-from box-ticking to exercises of judgment and the development of strategic vision. PBR can in this respect empower compliance, but arguably only if it is already strong within the organisation. There is evidence that many compliance functions are not ready to take on this role, however. As a result, PBR may not stimulate and strengthen those functions but will rather overload them. A recent survey by PwC, Protecting the Brand, found that 30 per cent of financial institutions stated that their boards' incomplete acceptance or understanding of the role of compliance was a significant hurdle to achieving compliance. 110 Moreover, over 40 per cent of financial institutions said that their systems for managing operational risk, including compliance and legal risk, were significantly more underdeveloped than their systems for managing quantitative risks such as market or credit risk. Thus PBR, at least full PBR, is fundamentally reliant on the development of sophisticated and judgment-based compliance systems. It can enhance the role of those that are already strong but at the same time may overload functions which are already underdeveloped and in a relatively weak position within their own firms: the internal management paradox.
Paradox 6: The ethical paradox: PBR can facilitate a more ethical approach but it could result in an erosion of ethics
The ethical paradox lies partly in full PBR itself and partly in its co-junction with risk management strategies within firms on the one hand, and with risk-based approaches to supervision by the regulator on the other. The ethical paradox is that PBR, in requiring firms to make a judgment on what they have to do to comply, requires firms to run the risk that they may make the wrong call. PBR thus requires compliance to become risk managers-in this case managers of interpretive risk, the risk of a wrong interpretation, and any associated risk to the firm stemming from enforcement action, such as financial loss or reputational damage. But when compliance becomes a matter of risk management, non-compliance becomes an option. In becoming risk managers, compliance personnel have to accept that there is a risk of non-compliance. Someone within the firm then has to assess whether the level of risk in any particular instance is one the firm is prepared to run. Indeed, performing risk/cost trade-offs with respect to compliance is advocated by leading consulting firms as a key stage in the compliance risk management process. Firms are told to decide on the regulatory outcomes that they wish to deliver, and the risk/cost trade-off in doing so. 111 In other words, they should assess what level of non-compliance they are prepared to risk, and what the potential cost of enforcement action and reputational damage may be of (detected) non-compliance. Firms are warned that adopting a low appetite for compliance risk could mean that the firm ends up with an internal compliance manual which is longer than the FSA's rule book. 112 The FSA is itself urging firms to take a 'risk-based approach' to compliance in certain areas, notably money laundering, and under the TCF initiative, where firms have been advised to adopt a risk-based approach to the compliance monitoring of their sales advisors. 113 The potential ethical paradox is thus that PBR can facilitate the development of ethical approaches to compliance, but the greater interpretive risk that it imposes on firms can mean that ethics become compromised. To reiterate, interpretive risk is the risk that their interpretation and application of the principles will not be approved by the regulator. To the extent that compliance is associated in practice within firms with risk management methodologies, as it increasingly is in financial firms, 114 this may run counter to one of the potential advantages of PBR, which is its ability to foster a more ethical culture within firms. For one of the potential positive effects of PBR is to prevent game playing and thus foster an approach which seeks, if not to 'go beyond' compliance, at least to go beyond minimal compliance. In other words, to develop a responsible and ethical culture focused on achieving certain outcomes. Yet there is a significant argument that risk management approaches effectively kill ethics, for two reasons. First, they mechanize them, reducing them to processes to be followed rather than judgments to be made. Second, in making non-compliance an option, the decision of what to do becomes based on whether or not one will be caught for non-compliance and if so, whether the firm can manage the consequences in such a way as to minimize the reputational or financial damage that may result.
There is a growing body of literature on ethics and risk management within law firms, for example, which argues that risk management systems imperil lawyers' ethical judgment and moral reasoning. 115 When lawyers become risk managers, they approach the task of managing compliance risks with non-compliance as a viable option. 116 The phenomenon is not necessarily confined to lawyers. Rosen, writing about the role of auditors in Enron, argued that 'as compliance decisions are understood as risk management decisions, serious conflicts of interest emerge between the normative idea of auditors and the reality of their business, in which compliance partners sell risky compliance'. 117 Risk management systems themselves are sold on the rhetoric of opportunity, enterprise and value creation. 118 When based on assessments of risk, compliance decisions are no longer based on a wider consideration of what would be the course of action that would best uphold the relevant principles of conduct in the circumstances. In other words, in deciding on a course of action, the question that is asked is not 'is this the right thing to do?' but instead, 'are we likely to be able to get away with it?' Can using detailed rules avoid this paradox? It does not appear so. The debate on the tension between ethics and risk management occurs in regimes in which there are detailed rules as well as those in which there are principles. Yet, although this phenomenon is not unique to PBR regimes, it may be enhanced by them; though, whether and how it does is still unclear. Under a PBR regime, there becomes greater reliance on the compliance and/or legal divisions to make judgment calls, and because of uncertainties surrounding the interpretation and enforcement of the principles, the risks of being found to be non-compliant may be higher. The question then is who takes the decision to take this risk (assuming that a conscious decision is made)? Frequently compliance and/or legal divisions argue that it is not they that 'own' the risk of noncompliance but the business. They can advise on the likely outcome under the regulatory regime, but it is for the business to determine whether or not it wants to take this course of action or not. Whether or not 'ownership' of the risk can really be displaced in this way is a moot point. But the issue here is that in this situation, the more that lawyers or compliance managers take this approach to 'ownership' of that liability risk, the more they shift responsibility for normative and ethical judgments to others within the firm. As Regan has argued, this shifting of ownership can induce a kind of moral apathy, where the responsibility is taken by no-one. 119 The combination of PBR and risk management may thus have the effect, at the very least, of neutralizing the ethical dimension of PBR if not negating it. Whether the purposive nature of principles, combined with the other dimensions of substantive PBR, means that PBR can withstand these effects remains to be seen.
Paradox 7: The trust paradox-PBR can give rise to relationships of trust, mutuality and responsibility but these are the very relationships which have to exist for it to be effective The Utopian vision invoked by PBR outlined above is one in which the regulatory compact between the regulator and the regulated is re-framed. The relationship moves from one of directing and controlling to one based on responsibility, mutuality and trust. Regulators and regulatees move from a directing relationship of telling and doing, to a relationship in which regulators communicate their goals and expectations clearly in principles and apply those principles predictably, regulatees adopt a self-reflective approach to the development of processes and practices to ensure that these goals are substantively met, and, critically, both trust each other to fulfil their side of this new regulatory bargain.
The trust paradox is that there has to be a high level of trust between all the participants in the regulatory regime for PBR, in both its formal and substantive forms, to operate at all. PBR can help this relationship develop; but it needs it to exist before PBR can even begin to work. This final paradox is possibly the ultimate paradox of PBR. PBR it is based on trust that it alone cannot create, though it can facilitate its development. Trust in turn can help to resolve many of the paradoxes identified above. Without trust, PBR will never be operationalized; it will exist only in the text of the rule books, not in the way they are implemented.
Summary and conclusions
PBR is thus a highly complex form of regulation, belying its rhetoric of simplicity. Its attractiveness to politicians lies in its malleability and in the vision it evokes; for academics it accords with all the messages of the 'new governance' paradigm(s). The rhetoric of PBR masks, or deliberately confuses, its various forms. PBR can exist in form only; can exist in substance without the form; or where both are present can exist in its full form. Moreover, PBR may be polycentric where a range of actors other than the regulator and regulated firm are enrolled in the production of meanings and interpretations.
However, PBR in its various forms is beset with a number of paradoxes, some of which are inherent within it, some of which arise from its juxtaposition or association with other practices, such as risk management. Delineating the nature of these paradoxes both within financial services regulation and in other regulatory regimes which could be characterized as PBR regimes requires further investigation. However, in delineating the different forms of PBR and identifying its paradoxes, this article hopes to move the debate on both from the sweeping rhetoric of the political debates and the relatively stagnated policy and academic debate on advantages and disadvantages of principles over detailed rules. PBR, in its full form, can provide an effective, durable, resilient and goal-based regulatory regime; but at the same time its paradoxical nature means that it is vulnerable. However, as many of these paradoxes are not necessarily avoided by using detailed rules instead of principles, it is only through recognizing and exploring the dynamics of these paradoxes that we can be fully aware of the potentials and limitations of the use of rules in any regulatory regime, whether it is principles-based or not. But the ultimate paradox is that which can hold the key to resolving many of the others, but which is the hardest itself to resolve. It is that PBR can help create trust, but it itself has to be founded on trust if it is ever to operate effectively, if indeed at all.
